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Developing countries should participate actively in the interna-
tional capital  market  as well as  in  the Uruguay Round of
multilateral trade negotiations on services, to seize export op-
portunities relating to skill-intensive services  - such as finan-
cial services at c computer software, in which countries like
India may have a comparative advantage.
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dWorld  Deveobpntent  Report 
Since 1970, the intemational credit market has  To take advantage of export possibilities for
grown in size and sophistication.  It offers devel-  financial and other services and products,
oping countries many opportunities to meet their  developing countries should also participate
growing need for extemal resources, to manage  actively in the Uruguay Round of multilateral
optimally their foreign exchange assets and  trade negotiations on services.
liabilities, to accelerate their pace of develop-
ment, and .o,  expand export possibilities in  The idea is to open up opportunities to
financial services (particularly relevant for  export skill-intensive services - such as finian-
countries like India).  cial services and computer software, in which
countries like India may have a comparative
It is essential for developing countries to  advantage.  Increased competition would also
participate in this market, but to do so they must  tend to improve the domestic financial system,
develop institutional and policy frameworks that  which would stimulate productivity and invest-
help them establish their creditworthiness, inte-  ment in the productive sectors.
grate their domestic financial markets and
organically link them to the international capital  Confrontation and rhetoric about special and
market, and develop appropriate institutional  differential treatment are self-defeating in these
expertise and technology.  negotations and give more discretionary power
to administrative authorities in the developed
India is one of the few developing countries  countries. Without a negotiated system of
capable of developing the expertise and technol-  multilateral rules, it is easier for the economi-
ogy needed to participate in the international  cally strong countries to dominate the weaker
capital markeL  It is urgent that India do so  ones through political and economic power.
quickly, to reduce the foreign exchange cost of
operating in this market and to enlarge its export
effoit
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Since 1970, international  credit  and  capital market  has grown in  eke  and
sophistication  and  provides  considerable  oppotunitie  for  the  developing
countries to operate  in this  market  for the  purpose of maeting their growing
requirements for estrnal  resourtes and well as for the optimum  et  of
their  external  assts  and  liabilities.  Further,  it enlargs  the  ase  of eport
possibilities  in  the  field  of  financial  services  particularly  for  the  Asian
countries  like  India.  Thus,  it  is  essential  for  the  deeloping  countries  to
participate  actively  in  this  market.  However, for  such  pariwpation  to  he
possible,  they  need  to  evolv4 an  institutional  and  policy fhraewk  ti
appropriate  for  establishing  their  creditworthiness,  orgaicly  linking 
domestic  market  with  the  international  market,  integrating  their  dometsa
financial mrwkets and  developing the  necessary inatitutionalixed expertie  and
technology.  Moreover, to take advantoge of export possibilities with regard to
financial  serviceb as  well as  other types of service products,  they  need to  be
active participants in the process of multilateral  negotiations relating to trade in
services in the Uruguay Round of trade negotiations; only thus will they be able
to evolve a services compact  that  suits their needs and capacities
The  rationale  for  participation  as  well as  the  domestic institutional  and
policy framework, essential  for the purpose,  are presented in  this  paper with
particular  reference to India.  However, this  is just  for the sake of illustration;
what is said about India applies to other developing  countries of her type as well.
India is one of the few countries in  the group of les  developed countries
(LDCs)  that has the potential for developing  the needed institutionalized expertise
and  technolog  for  active participation  in  the  international  market;  ftirther,
there  is  a  certain  immediacy as well as  urgency for her  to do so in  order  to
reduce  the  foreign  exchange cost  of operating  in  this  market  as  well as to
enlarge the scope of her export effort  For such active participation, it is esstial
Ifor her  to adapt her  macroeonomic policy framework and institutional  capacity
to the evolving nature  and characteritics  of the lnternationJl  market
Such is the broad them,  of this  paper.  The natr  and characteristics of the
evolving international  capital  market  are tersely  presnted  in  Section L.  The
immediacy as weU as tho urpncy  for participation in this  market  is the theme
of Section III, while Section IV deals with the pro-requites  for such participation
in  the  sphere  of  institutional  and  policy  ramework.  Some coneluding
obtervations ae  nade in the ftial  Section.
L  Natu  andCb
The interational  capital market  that has  been  volving ice  the late fifties
and early dxtes  after a stato of supended  animation during the irter-war  yer
is  characterized  by  the  intorrelated  interlinked  phenomena  of
internationalisation,  globalistion,  integration  and innovations.1
Internationaliation.  This market  is international in the snse  that  it is not
suibect to the reguiation and control of any national authority.  The Euro-market
is  in this  respect  similar to the  informal credit  markets  in several  developing
countries-the  markets that  are out of reach of the national regulating agencis.
The former is relevant for large participants-large  corporations, public entities
and  covering governments-while  the latter  for small enterprises  of all  types;
however, both these markets are characterized by relatively low transaction costs
for borrowers partly because of their fredom  from regulation.
Globalisation.  The globalisation aspect refers  to the  ter-linkag,l  l  t  is
__tablsahd  among  Ustional Market  as  a  result of progressive  removal  of
exchanp  controls  on  capital  flows,  liberalization  of  the  various  financial
centers in  the developed countries and the revolution in information gatharing,
processing  and  transmission  made  possible  because  of  technological
developments in the fields of computer and telecommunications (both described
1  For an  dllent  detiled review  of the  volutn  and recut  trenc  in the international
capital market me Bank for Intetional  Settlements (BIB),  Rent  lnoiaion.  in
IntnsiodWal  Beshieu (Bade;  April,  1986)  and Mazwoll  WatsO et  *1,  I  11reooal  Capital
M64"  (Winlngton. Interntnonal  Monetay  r  Jan. 1068).* s~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~.  . . .4._... e ,,,,0'  nXooCiRi. 
pithily as eomputronies). This phenomenon has wideed  and deepened the scope
of the  international  market  as financial  institutions  are  now able to  offor 24-
hours sales and trading  capability in debt and equity instruments; it is posible
now to nake  global offerinp  of debt and equity, which widens the seope of the
market,  and the market  now provides opportunities hr  swap deals relati'r  to
currency and/or interest  rate-the  opportunities that  duuna  the scope of the
market.
This inter-linkage  of nation4l  markets has  evolved  particularly  after  the
mid-seventies  into  an  international  market  in  financial  instruments,
denominated  in  ueeral  key  currencies.  International  transations  wer
nrdeominantly in sterling during 1870-1914  and in the U.S  dollr  in the sxte
and erly  seventies;  the international market sine  thon is a multi-key currency
market  and  it  is  this  phenomenon which has  maue it  posible  to  evolve the
currency  swap markets  after  1982-an  evolution which was pioneered by the
World Bank in 1983.2
The interlinking  of national  markets-the  phenomenon of globalisation-
has  led to the  convergence of interest  rates  in  different national markets.  In
Euro-markets, covered interest  rate  parity holds almost instantaneously.  More
significantly,  interest  rate  changes-nominal  and  real-originating  in  one
major  financial  center  are  being quickly  transmitted  to  the  other  financial
centers, despite the floating of the major key currencies.  There has been thus a
growing interdependence among major financial centers  and  this  has  reduced
the  cope  for national monetary policies thitt are out of line with those in the other
centers.  Further, capital flows have become a dominant caual  factor at least in
the short run in the determination of interest rates and exchange rates; and this
can  lead to  misallocation of resources among various  productive sectors  as a
result  of such price signals thot  may not be consistent with  comparative cost
patterns.  To minimize the adverse effects of speculative capital flows, it has now
become essential  to have international  coordination of macroeconomic policies
in  major  countries,  particularly  relating  to  interest  rate  and  exchange rate
2  Hakn Laus.  -How  aHe  Bank inance Its Operaon," pie  and  Deuelopma, Vol.
25,  Number  3 (Sept.  1968).poliei,  through an international institution like the International Monetary
Fund.
Irtion.  The integration of mone  banking and scurities  markets as a
result of progressive  deregulation-that  is, the removal  of leal  restrictions on
Interest  rates  and the  functional  scope of  various financial  institutions
particularly since 1979-has  integrated the national financial markets, crated
a  competitive environment, and  given rise  to  the  phenomenon known as
swcuritisation.  The large  borrowers-and  in  particular  the  multinational
eorpor  tions9-find it profitable now to borrow directly from the securities  market
at a cost lower  than the cost of bonwing  direety from the internatinal  banks.
This deelopment hoa blurred the distinction  between  investment  banks  and the
eommreial banks and both are evolving  into universal banks, whibh provide
all tys  of financial  ervices, a sort of a department etore type of banking. 3
This development  has widened  the market for financial services  because of the
integration of bank and non-bank financial intermediaries; the borrowers  tap
now not only the resources of the banks but also the rssources of the other
financial intermediaries.  Even the  international  banks  are  now raising
resources from the  ecurities market through securitization of their assets as
well as by issuing their own securities. The market is also deepened  because of
the  scuritization  of assets, which otherwise would have been dormant-for
example,  the asebt in the form of  houses  or loans
To take advantae  of the globalisation  and integration  phenomena,  there hs
been  a  progressive  implantation  of  banks  worldwide-an  institutional
internationalisation  of banks. 4 Banks have continued  rapidly  to increase  their
brance  and represntative  offices  abroad.  Furthermore, foreign banks have
contnued to epand  their share of total bank business. There has also been a
growing  importance  to banks of international  business.
3.  R.W. GoldsAith  Some Rft.diona  on  the  Pat,  Preset  and  Futwe  of Pmnaucal
InMtoas,  MzUo (1972).
4.  Aleaxndre  Lamfalusy. "Strur  chang  in the Inteational Finanrial  Morkets,"
It.ieaional Jounal  of  Devlpme  Banking,  Vol.  4,  Number  1,  (Jan.  1986).These developments in  the  international capital  market have inereaed
competition among financial institutions.  As a reult,  the cost of borrowW&  for
example, for larp  corporations has  declined and the net yield (net of risk  and
transation  costs)  to primary lende  or investore has incre  d, whil  the fee
and margins  of banks have diminished.
Innouotions.  The widening and deepning  of the market  and the grwing
intensity  of  competition among financial  institutions  have induced  everal
financial  innovations  or technioal  change.  As Adam  Smlth$  obsered 1g
time ago,  the sie  of the market and technical chane (or divisim of lab  1r)  ae
interrelated  phenomena: the geter  the ds  of the market, the great  th  scepe
for technical change; the greater the technical change,  the greater is the swe  of
the  market.  And so it has happened  in the  interational  fionacl  markets.
These innovations6 or new financial instruments have widened  the cho  with
regard to  instruments  for both  saversmvestors  and borrowen;  investors  now
can choose instruments  with characteristics  (relating  to yield, liquidity,  risk
and transaction costs) that  they prefer and similarly borrowen too have a wider
choice with regard to instruments  with different cost-risk combinations.
The basic rationale for these innovations relates to the reduction of subjeetive
risk by wide diffusion and sharing  of risk.  The perception  of risk is different
for different market participants because of asymmetry of information, different
capacity to absorb and process information and the differing attitudes  towards
tisk;7 these innovations tend to shift risk to willing risk takers-willing  partly
because their perception of risk or subjective  risk is lower than those who want to
shift the  risk.  This  process of difftsing,  tharing  and  shifting of risk-largely
as a  result  of the  phenomenon of securitization-has its  dangers;  it  creates
5. Adam  Smith. TA  Weash  of Naion.  Ed. Andrew  Skinnr (Lndon:  Penguin Boob,
1970).  S  ao  Alln Young,  "Incasing Returns  and  Economic  Progree"  The  Kommie
JournaL  Vol. 38.  Number 152,  (Dec. 1920) and  Nicholas  Xcldor,  "The Irrevance  of
Equilibrium  Economics,"  Th. Ecomic  Jownl,  VoL  82,  Number  328,  (Dembe  1972).
6  On  the logic  of  fnanciad  innovations,  me  V.V.  Ehatt,  "On  ncial  Innovatios and  Credit
Maket Evolution,"  Ecom  and  Pdaiai  W.by, Volume  22,  Number  22  (May  30,  1S7
7.  On the essential  subjectiveness  of risk pecption,  _  Tbay  Lawson,  "ProbebiHty  and
Unertainty in Economic  Analysi"  JournAl  of  Poet  Knian  Ecomics, Volume  11,  No.  1.
(Fall  1988).uncertainty with regrd  to tho location, extent and priuing of risk and as a rult
a  sort of inertia or lethargy in properly appraising the risk  involved in the light
of  potentially  available  information.8  This  may lead  to  instability  aid
vulnerability  of the  international  fiical  sysem  as a  whole becaus  of the
inter-locking  assets  and  liabilities  of various  financial  institutions.  Further,
expectations  tend  to  be based  on what  Keynes cals,  'avere  opinion thinks
about  average  opinion'  or  what  Pigou  calls,  eorrors of  optimism  and
pessimism,'  resulting in inherent  instaility  of credit as Keynes christened itt9
Adequate  prudential  reulation  of the  national  as  well as  the  international
financial system  with lender of last  resort  provision is, thus,  essetial  for the
stbility  of the system as a whole. This is the rationale for an institution lik  the
international  central  bank.10 The requirement  for prudentl  reulation  is
already  recognized by the national authorities  and an  international  agreement
with  regard  to  capital  adequacy  requirement  for financial  institutions  is  a
pointer to what needs to be done at an international level.  After this  necessary
digresion  to pinpoint  the  vulnerability  of the  unrgulated  international  market,
let as now revert to the nature  of financial innovations that have been introduced
in  the international  financial markets.
In the seventies, the OPEC countries preferred to keep their surpluses arising
from the oil price stock-quadrupling  of oil prices in  1973, which quintupled in
1979-as  euro-dollar deposits with international banks.  At the same time, there
was instability in the interest  rates in the various financial centers.  These two
events gave rise to the innovation of syndicatad banlk loans at variable interest
rates.  These  loans  were  primarily  made  to  the  oil-importing  developing
countries  and  the  lack of proper  risk  appraial  by the  international  banks  as
well as the borrowing developing countries ultimately led to  the debt crisis  of
1982 and after-  a cris  which still remains to be resolved.
8* Pey  S.. Mis8  y  -Globusation of Fdinaa  Markets: Implicaions for Asian Developing
counitris,  I,  rradonai  Journal of D  opmt  Banking, Volume  5, No. 2, (July 1987).
9.  John Maynad  Keyne.  A 2lh*i.  on Not,  Volume I, (London: Mac  lilan  and Co,
1930)  p. 27.
10. John Hicks. Crijicl Eu.ys  in Monht.y Theory,  (Oxford: Oxford  University  Press,
1967),  pp. 172-73.The  other important innovations wer  introdud  after 1982. By that time, the
payment  imbalances were  arising  largely  among the  developed  industrial
countries.  The surplus  countries  like  Japan  and West Germany preferrd  to
invest in  securities,  and  in  the borrowing cOt  ntries-mainly  the U.S.A.-  the
borrowers preferred to borrow by issuing securities of various maturities.  This
conjuncture led to the seuritization process and the major innovations tried to
deal  with the  risks arising  from the  volatility of interest  rates  and  exchange
rates  resultini  from th3  breakaown after 1973 of the Brottonwoods systm of
fixed  exchange  rates,  and the  structural  payment  imbalacess  among the
developed  cou.tries;  these are also  the innovations which are relevant for the
developing  counts  ."  that  are  cerditworthy.
The first  such innovation is Note Issnco  Faeility (NiF  or its variants  like
Revolving Underwriting  Facility  (RUF) or  1uro-Comm*rcial Paper  (KCP).  A
RUF is a facility in  which a borrower issues, on a revolving basis, bearer  notes
which are  sold to  investors,  who may or may not  include banks,  either  by  a
placing  agent or under  a  tender  mechanism.  This  issuance  of notes  may or
may not be underwritten  for a medium term period by a group of underwriting
banks.  ECP was developed by adopting the technique customary in  the U.S.
commercial paper  market,  whereby short term  paper of variable maturities  is
issued  to one or more dealers on an uncommitted basis, whose task it is to plae
it with the banks and other investors.
The main advantage is one of cost.  The borrower essentially benefits from
short term interest  rates and a smaller margin on the rate  because the investor
is  only  taking  on  a  short  term  risk.  A  small  underwriting  fhe  to  the
underwriter,  who will have only a contingent risk,  converts it  into a medium
term faility.  The particular  advantage to credit worthy LDCs, like some of the
Asian countries, is that  as the borrower's credit  - 4 rnding  improves, the margin
on its  paper dcreases,  whereas  with a  syndicatb  loan the  borrower would be
fixed into a margin for the life of the loan.  The other advantage to a developing
country is that, as the investors are a sepa  te group, it can diversify the funding
source away  from  those  banks  who have  traditionally  been  lenders  to  the
country-which  is  obviously very  important  if  the  country  has  substantialfinanaW needs.  Lastly, as notes under a RUF are isued  regularly  and partly
to non-bank investors, a borrower's name would beome  established in a market
which is effoctively a bridge between the banking and  capital markets, making
it posdble  ultimately to tap the capital market by way of FloatiUng  Rate Note  and
Euro-bonds.
Though  so far  NIFs  have  been  arranged  overwhelmingly for  developed
countries, a number of developing countries, notably South  Korea, Singapore,
India  and Indonesia, have begui to arrange NIF.,  mostly for small  amounts.
First RUF for an  Indian borrower was  undertaken  by the London branch of the
State Bank  of India  at the  end of  1984 which  was then  refinanced  in  1986
partially  by  way of a Euro-Commercial poper  program-again  a first  for an
Indian  borrower.  This  experience  enhanced  India's  credit  worthiness;  though
the firt  paper was  traded at the margin of a few basis points above LIBOR,  it was
then placed with investors at rates below L1BOR  1I  The first issuance of Euro-
commercial  paper  (ECP) from  India  has  been  by  the  Industrial  Credit  and
Investment  Corporation  of  India  (ICICI) in  1987.  The  Bank  of Baroda  is
currently contemplating (1988) a NUF in the U.S.A. for tha purpoce of lending in
the U.K. markot
While the advantaes  of the securitized market  obviously  apply to developing
countries, who generate  enough bank  and  investor interest,  it also  has,  in  a
different form through  some methods, a  limited application to other countries.
These methods may be called credit  enhancement  scheme..12 In essence, the
security-a bond or a note-issued  by a borrower would have to be strmetured in a
way to mske the risk acceptable tc international investors.  One way to enhance
creditworthiness  would be  through  collateralising  the  debt instrument  Such
credit support  may take the form of direct collateralization by t.e  assignment of
certin  foreign currency revenues to back principal and interest  payments on a
bond.  Commodity indexed bonds or bonds linked  with export performance or
performance  of specific projects  are  also instances  of such  schemes. Credit
11. Erc Roll. wInternationd  Capita  md Creit Mrksts and  Dovelopin  Countri..,"  Stat.
Bea  of  India Montiuy  Reuiw, Volume  36, No.  6,  (June 1987).
2. iid.9
enhancement can take other forms such as the comfort to investors of having the
Work Bank in a co-financing role or a guarantee from a multilateral  agency.
Credit  enfhncement  cap  be  used  not  only  to  allow countries  of lesser
creditworthiness  to  tap private  capital  sources but  can also be used by other
developing countries,  including  India,  to  meet  other  objectives.  Collateral,
partial or whole, can for example be us6d t'  lengthen the maturity of a borrowing
beyond the normal term of a market  financing.  Alternatively, if the  collateral
were in a foreign currency or linked to a foreign currency, it could be a useful
hedge against the risk of a devaluation of the dome.stic  currency.  These methods
of credit  enhancement  can,  of course,  be  used  on non-securitized  financings
equally well.
Such  innovations,  however,  can  be  introduced  only  if  the  developing
countries  become  active  participants  in  the  international  market.  The
innovations so far introduced have not been motivated by the special needs of the
developing countries.  The  reasons  are:  developing countries have  not  been
significant participants  in  the market  and  secondly most financial institutions
are inherently  conservative and therefore tend to introduce innovations mainly
in  there  dealings  with  the  most  creditworthy  borrowers-which  developing
countries have not been for some time.
The most interesting  innovation as a  result of globalisation relevant  to the
developing  countries is the development of the swap market in both currency and
interest rate swaps.  A swap, as the market understands the term currently, is a
medium or  long term  arrangement  between two parties  in  which each  party
commits to  service the  debt obligation of the other.  This  has  been the  most
radical  or  revolutionary  innovation  that  has  been  introduced  in  the
international  market  in  recent  years.13 As a result, borrowers are no larger
restricted only to those markets in which their name is acceptable or where their
credit standing is the highest brt  which do not provide the currency and type of
debt they require.  A borrower can tap the market for borrowing,  where he is most
reditworthy  and  Lence can get  the most favourable terms  and then  trade  or
13  A.J. Davis. "Me Banking  Revolution-EnAks  and Industy."  Statc BOan  of India  Motly
Review,  Volume  36, Number  2 (February  17).10
exchange this  debt obligation with the  most creditworthy borrower in  another
market, where his own credit standing is low but  which is still preferred by him
for business  reasons.  This  in  fact  is the  application  of the  comparative  cost
principle  to  capital  transactions.  For  example,  a  developing  country,
traditionally  excluded from  the  fixed rate  dollar  bond  market,  can  raise  a
syndicated  floating  rate  dollar-or  sterling-loan  and  swap  it  into  fixed rate
dollars.  Such swap techniques are not linked to new transactions only.  Indeed,
to a considerable extent, the swap market does not distinguish between primary
and secondary swap trar sactions and swaps can be arranged in such a way as to
match identically the payment date on existing borrowing, that is, for the purpose
of the management of existing debt with a view to reducing the risk arising from
exchznge rate and interest  rate changes.
The Industrial  Development Bank of India (IDBI) and  the  Export  Import
Bank of India (EXIM BANK),  for example, have taken  advantage of this  swap
market;  so far,  the  IDBI has  entered  into  four currency  cum interest  swap
transactions  and the EXIM BANK  has entered  into two such deals.  (These two
along with the ICICI and the State Bank of India (SBI) have resorted to external
borrowing from the international  market  as have some public sector firms like
Air India, which also took advantage of one swap transaction to reduce its debt
obligation).  Some other Asian countries like South Korea have also tapped this
market.
Unfortunately,  swaps  are  generally  confined  to  the  more  creditworthy
developing  countries  like  some  Asian  countries  particularly  as  swap
counterparties  tend to be large corporations as well as banks who are not in a
position  to  take  on  third  world  risk.  Certainly,  the  role  of multilateral
institutions  who may  stand  up  as  swap counterpsrties  would be  useful  and
institutions  like the  World Bank  and  Asian Development Bank  could assume
this role.  It is the World Bank which pioneered swap transactions in 1983 and it
has  considerable experience of dealing  in  the international  market  as well as
taking  advantage  of financial  innovations;14 it is hence in a position to offer
14. Hakan  Lonaeus "How  the Bank  Finance It. Operatons,"  op.  ct.11
advisory  services  to  the  developing  countries  and  suggest  methods  and
techniques of credit enhancement for participating in the international  market.
Size  of the Market  and  Share  of developing countries:  The size of the  market
has  grown very  significantly  since  1970 in  terms  of several  indicators.  For
example, the  current  account  surplus  of the  payment  surplus  countries  has
increased from about $13 billion in 1970 to about $200 billion in  1986.  The net
resource outflow as  a proportion of GDP has increased during  1965 to  1986 in
several developed countries; for Pederal Republic of Germany, it has risen from
1 percent to 5 percent and for Japan,  from 1 percent tc 4 percent.  The net new
resources  raised  through  all  facilities  in  the  international  market  have
increased from 5.7 percent of world exports in 1976 to 9.3 percent in 1984 or from
about $52 billion in 1976 to $315 billion in 1987.
However,  the share of the developing countries in this net resource inflow has
declined in the eighties and is currently negative.  The net payments surplus of
the developed countries was about $7.5 billion in  1970; but  by 1986, this  was
converted into a  deficit of about $22.7 billion.  In fact, by 1986, the developed
countries and  in  particular  the U.S.A. had  a net  inflow of resources from the
developing countries; the surpluses of Japan  and Germany were more than offset
by  the  deficit  of the  U.S.A.  The  developing countries,  thus,  have  become
paradoxically net exporters of capital to the developed  countries-the  result of the
debt  crisis  which  emerged  since  1982.  The participation  of the  developing
countries as a group in the international capital market is negligible except for a
few Asian countries like South Korea and India.  The total debt obligations of the
developing countries in the international market are much less than  10 percent
of the tota.16
The growth in the size of the market since 1970 has been largely because of
the payment  imbalances  that  emerged since then.  The OPEC surpluses  that
emerged after the oil price shocks of 1973 and 1979 were largely kept as deposits
with  the  international  banks,  who  recycled them  largely  to  oil  importing
developing countries; the latter's  external debt as a proportion of GNP rose form
15. Donald  R. Le_sard.  Ineraiol  F)Nnans  for DewLpin  Cowbies,  (Washngton D.C.:
World  Bank  Staff  Working  Paper Number  783,198.). p. 25.about 13 percent  in 1970 to about 35 percent in  1986.  For the highly indebted
developing countries, mainly in Latin America, the external debt as a proportion
.of  GNP rose from about 10 percent in 1970 to about 46 percent in 1986; for the Sub-
Saharan countries, it rose from about 13 percent in 1970 to about 57 percent in
1986. Thus all these developing  countries lost their creditworthiness by 1982.
The payment imbalances that emerged after 1980 were largely confined to the
developed countries; the largest surpluses in 1986 were in Japan  and the Federal
Republic of Germany.  The other major surplus countries were Taiwan, China
and  Soath  Korea.  Most of these  surpluses  were absorbed  by  the  developed
countries like the U.S.A. and what was left for the developing countries out of a
total current  account surplus of all surplus countries of about $200 billion was a
negligible amount of about $11 billion in  1986,  which was more than offset by
their  debt service obligations, resulting  into a  negative resource inflow for the
developing countries as a group.
The sUe of the  market  may shrink  if the current  payment  imbalances are
corrected by national as well as international  policy measures.  However, there
would be  adequate  scope for creditworthy developing countries, like the Asian
countries,  to  operate  in this  market  and  take  advantage  of the  new financial
innovations.
IL  Ratonae  for  Pardcipatou
The developing countries like India would have to rely increasingly on the
international  market  for several reasons:
*to  obtain  external  resources  essential  for  accelerating  their  pace  of
development;
*to  _mae  exteral  debt with a view to reducing debt service obligations;
*to  emaage  international  reserves; and
*to take advantage of import substitution and export possibilities relating to
financial  services.
Ext7al  Resourcus:  The average annual growth rate of GDP for developing
countries a  a group has declined from 6.1 percent during 1965-80 to 3.8 percentZs
during  1980-86 partly  as  a  result  of a  negative resource inflow from abroad.
They need net  external  resources at least  equal to  3 percent of their  GDP to
regain  the  pre-1973  momentum  of  development.  The  opportunities  for
concessional  borrowing  from  multilateral  and  ofticial  agencies  are  quite
limited because of the fiscal, payments and growth problems facing the developed
countries.  Thus the developing countries have to take recource to borrowing from
the intern  tional market.
For Lcaiia,  the average annual growth rate has  increased to about 5 percent
during  1980-86 from 3.7 percent during  1965-80.  However, this  growth rate is
inadequate  for  raising  appreciably living  standards,  removal of poverty and
securing reasonable  levels of employment.
However, even for maintaining  the growth rate  at 5 percent per year, India
requires external assistance of 2.5 to 3 percent of her GDP. It has been estimated
by  the World Bank  that  external  resource  requirement  would be  about 2.78
percent of GDP during 1988-89  and 2.40 percent during 1990-91  on the assumption
that  exports would increase at  an annual  rate  of at least  6 percent.  The debt
service obligations are estimated to be about 1.76 perc'ent of GDP during 1988-89
and about 1.40 percent during 1990-91;  thus the requirement of net resource inflow
(net of debt service obligations)  would  be about 1 percent of GDP during 1988-91.
The opportunity of obtaining concessional assistance have been diminishing
in importance since 1975; her  non-concessional  debt as a result has been rising
from about 6.5 percent of total external debt to about 27 percent currently and is
estimated to be about 50 percent by 1990.
External  Debt  Management:  The external  public debt  of all  developing
countries has  increased from about 13 percent of GNP in  1970 to more than  35
percent in  1986 and debt service as a percentage of exports of goods and services
has risen from about 10 percent in 1970 to about 20 percent in 1986. For India,
total  external debt as a percentage of GNP has been more or less stable during
1970-86, though private debt as a percentage of GNP has  risen f-om about 0.2
percent in  1970 to about 1.1 percent in  1986; the debt sevice  as a percentagp of
exports of goods and services, too, has been more or less stable in the range of 24-
27 percent during this period.14
The debt service obligations change as a result  of the volatility  of interest
rates  and exchange rates.  However, the risk  arising from such chanps  can be
reduced by effective and  efficient management  of debt.  Such opportunity has
been created in the international market since 1982 as a result of the innovation
of currency-interest  rate  swaps.  It  is not possible to avail  of this  opportunity
without actively participating in the international financial markets.
For hiighly indebted  countries,  the  debtVGNP  ratio  is very high  (about 45
percent  in 1986) and the debt service ratio too is quite high (about 30 percent in
1986).  For Sub-Saharan  countries, the debtIGNP ratio is even higher at  57-58
percent in 1986 and the debt service ratio is about 20 percent.  For these countries,
the reduction of both these  ratios is essential  for attaining  reasonable rates  of
growth.  For the Sub-Saharan countries, debt relief in vaiiovs forms is already
being considered;  it  is  possible to  do so as  most  of their  debt  is to  official
agencies.
However, most of the  debt of the highly indebted countries particularly  in
Latin  America is  owed to the  private  sector; for these countries,  some radical
solution to this probl Xm  is imperative.  This debt is being securitized and sold at
a discount in the international market; but the advantage of this  discount is not
available to the debtors.  It may be possible to devise some mechanism to pass on
the discount  to the debtors. 16
Management of Foreign Exchange Reserves:  The developing countries as a
group have gross foreign exchange reserves equal to about 3.5 months of import
coverage (or about $160 billion in 1986);  for India, these reserves constitute about
4  months  import  coverage (or about $10 billion  in  1986).  The international
market  provides  opportunities  of investing  these  reserves  and  changing  the
composition of such  investment  so as  to obtain  a  satisfactory  yield  on such
investment  and  reduce the  risk  arising  from interest  rate  and  exchange rate
changes.
16. Dr.  Arjun eupta,  a executive  dirtor  of the LMF,  has  made  a very  viable  and feadble
proposa  more  of les on these  lines. See  Arjun  Sengupta,  A Proposal  for  a Debtla4justment
Facfity  in the DF<" Volume  11,  Number  2, (June,  1988)'5
Import Substitution  and Export Posibilities:  For some countries like South
Korea  and  India,  which  have  a  sound well  developed financial  system  and
adequate technical and professional manpower, there is a potential that  cari be
developed,  through  institutionalized  expertise  and  financial  technology, for
acquiring  the  capacity  to  provide financial  services  to  domestic  borrowers,
intending  to have operations in the  international  market,  as  well as to  export
such services to other developing countries.  These services are generally skill-
intensive  and  much  le,,  capital-intensive  than  some  of  the  manufactured
products.  leveloping the capacity for providing such services on the  basis of
their  dynamic comparative advantage would strengthen  their  payment position
by  saving  on  foreign  exchange  cost  relating  to  their  transactions  in  the
international  market  (import  substitution  advantage)  as  well as  by earnings
from the export of such services. This potential somehow  has not been exploited;
the  necessary institutional  and policy changes, hence, have not been identified
and  implemented.  For  their  effective  and  efficient  participation  in  the
international  market,  it  is  essential  to  seize  all  opportunities  for  the
actualization of this poter,tial.
I3L Perequites  for Par"i:latlon:  Agemda for Research
Participation  in the  international  capital  market  is possible only if certain
pre-conditions or pre-requisites are satisfied through an appropriate institutional
and policy framework.  This framework has to be such as to:
*establish and  maintain  creditworthiness;
obring  about  progressive  integration  of the  domestic  and  international
markets;  and
opromote competitive impulses and pressures for improving the effectiveness
and  efficiency of domestic financial  markets  in  an  environment  of financial
stability  ensured  through  strategic  and  prudential  regulation of the  financial
system.
These  are  inter-related  and  inter-linked  policy measures  and  it  is  not
possible to take  action on one front without at  the same time relating  it to the16
other two.  How to  evolve such an  institutional  and  policy framework requires
detailed study and research in the context of a given country like India.  At this
stage, what is attempted in this and the  iaxt section is merely a tentative broad
outline of such a framework.
Establishing  and  Maintaining  Creditworthiness:  Creditworthiness,  as
the  market  understands  it, depends  generally  on certain  characteristics  of
the  growth  process.  One is that  external  debt should  be growing at  a rate
lower than  the  growth rate  of national  income and  the other  is that  exports
should  grow  at  a  rate  higher-than  the  rate  of increase  of debt  servicing
obligations.  Thus,  the  higher  the  growth  rate  of income  and  exports,  the
greater  would be the  opportunity  of external  borrowing;  and  the  larger  the
external  borrowing--if  productively  and  efficiently  invested--,  the  higher
would be the growth rate  of income and exports.
Productivity or efficiency of investment is thus  the most critical factor.  The
institutional  and  policy framework, however,  should be  such  as  to  create  a
favourable  environment  for  entrepreneurial  functioning  and  competitive
pressures  and  incentives for improving investment  and  productive efficiency.
The price system for this purpose has to be as little distorted as possible;  otherwise
the decision signals would turn  out  to be misleading.  Further,  administrative
controls  or  regulations  or  interventions,  when  essential  for  the  purpose  of
accelerating  the  pace  of  development,  should  be  minimum,  of  strategic
significance, selective, purposive and time bound and should be, what Bhagwati
calls  "prescriptive"  rather  than  "proscriptive." 17 The  "Far  Eastern
governments,  by  and  large,  issue  prescriptions  rather  than  proscriptions.....
whereas  countries  such  as  India  do the  opposite.  The governments  of "dos"
generally  produce  economic  performance  supericr  to  that  produced  by
governments  of  "don'ts'18 The former foster  and  promote entrepreneurial
impulses, while the latter  stifle them; the former establish symbiotic partnership
relationship  with the private entrepreneurs,  while the latter  induce adversarial
response and unproductive wasteful expenditure to overcome  or to take advantage
of restrietive measures without a positive rationale.
To  be  creditworthy  is  not  enough.  A  country  has  to  establish  its
creditworthiness  in  the  market  by its  continuous presence  in  order  to  seize
opportunities  as  they  arise  of borrowing as  well as  management  of external
asets  and  liabilities.  It  may be advantageous to borrow, even when external
resources are not required, when one's payments positions is strong and growth
experience good; one may obtain most favourable terms in  such a situation  and
the additional resources so obtained can be used for pre-payment of debt incurred
earlier  on les  favourable terms.  Further,  in such a  situation,  it  may become
possible to  introduce  credit  enhancing  innovative financial  instruments,  that
tailor  debt service obligations to  one's ability to  repay.  Such transactions  or
operations  need  to  be  undertaken  in  all  the  major financial  centers  and  in
17. Jagdsh  Bhagwati,  Prottonism,  (Camfitd  , Mm:  the MIT  Press, 198) pp. 98-102.
18. iid.  p. 98.particular  in  the  Asian centers  like Tokyo, because of what  Linder  calls the
emergence or arrival  of the  Pacific Century19 in place of the earlier American
Century and  still  earlier, the  British  one or Pax Britannica of the  nineteenth
century.
For borrowing for financing infra-structure  projects, the cost of borrowing
from the international market can be reduced if such borrowing can be arranged
along  with  assistance  from  multilateral  international  institutions  like  the
World  Bank.  Such  co-financing  arrangements  can  enhance  one's
creditworthiness in the market and thus make it possible to borrow on favourable
terms.
Integration:  Such  operations  are  not  feasible  without  some  degree  of
integration  of domestic  markets  with  international  market--a  purposive
integration  that  induces the  required  capital  inflow, while at the same time
fosters  and promotes  the growth of the domestic financial  markets.
To promote such integration,  it  is essential  to develop investment banking
expertise  and  computer  and  telecommunication, facilities  for rapid  gathering,
processing and  transmittal  of information,  essential  for decision making.  It
may  not be  possible  for  domestic banks  initially  to  undertake  guarantee  or
underwriting  obligations  or  to  lead  manage  loans  or  issue  of  securities.
However, it is possible and essential to develop the expertise and capacity to offer
advice and assistance to domestic as well as foreign clients, particularly  in the
developing countries.  The domestic banks are likely to have better  information
and  understanding  of  the  domestic  and  external  resource  requirement  of
domestic firms--public or private--as  well as  of the domestic financial markets
and the opportunities they offer, hence, they would be in a better position to offer
advice to and formulate suitable proposals for the domestic firms, thus reducing
the  foreign exchange cost of external  transactions.  And once this  capacity is
developed, such  advice and  assistance  can  be  given to  the  other  developing
countries as well, thus exporting financial services on the basis of their dynamic
comparative advantage.
Several  Indian  banks--commercial  as  well  as  development  banks--have
developed merchant banking expertise for offering advice to Indian  firms with
respect to their operations in the Indian markets.  And the banking system has
several branches abroad in major financial centers.  Thus, it is not difficult for
Indian banks  to develop the capacity and expertise of operating actively in the
international  market  as some of them like the State  Bank of India are already
doing to  some extent.  What  is now required  is a  deliberate  strategy  for the
purpose.
Only four banks--State  Bank  of India, Bank of Baroda, Bank of India  and
Indian  Overseas  Bank--have a  significant  presence abroad  in  terms  of their
branches; State Bank of India has 23 branches; Bank of Baroda 50, the Bnk  of
India 25 and the Indian Overseas Bank 11-accounting in all for 109 branches
out of a total  of 122 branches for the entire  Indian banking system.  (Table IX
and X). These are the banks that have the institutional basis for operating in the
international  market,  provided they develop the required expertise at the head
19. Steffan  Burensm  LUnder,  Tc Paofw CentAry,  (Stanford  University  Press, 198).18
office as  well as  in  their  branches.  They need  to have  a  strategy  of using
purposively their branches abroad for operations in the international market.  So
far, the top management of these banks have had no strategy with regard to their
branches abroad and there was no proper guidance and assistance from the head
offices to these branches with regard to their operations--largely because of lack
of expertise  and experience at the level of top management  with regard  to the
international  market  and  the  obsessive involvement  of the  banking  system,
including the  Reserve Bank of India, with  the regulation of interest  rates  and
credit  allocation  in  India  without  much  appreciation  of  the  international
context.2 0
It  may  be  necessary  for  these  banks  to  have  a  strong  link  with  some
international  banks  for  evolving partnership  relationships  with  regard  to
operations in  the international  market.  In that  case, the internationial banks
can  lead  manage  issues  of  securities  or  syndicated  loans  with  or  without
guarantee  or  underwriting  obligations,  while  the  Indian  partners  could
concentrate  on the  background  work relating  to  formulation of proposals for
client firms or institutions;  such relatienship  should ensure equitable sharing of
fees  and  margins  between  the  two  partners.  Since some  of the  prominent
international  banks  have branches in  India, it  should not be  difficult to  forge
such relationships.
Attracting  Foreign  Investors  to  the  Indian  Market:  India,  like  some  other
countries such as South Korea, has already evolved some financial instruments
and institutions to attract  foreign investors.
The Unit Trust of India (UTI) started in 1986 INDIA FUND in Guernsey and
the  India Growth Fund Inc. in the  U.S.A. in  1988 in collaboration with Merril
Lynch to induce foreign investors and  particularly  non-resident Indians  (NRIs)
to invest in the securities market of India.  Further,  India hpis attractive deposit
schemes and other schemes for portfolio and  direct investment  in India for the
NRIs.  All these  instruments  are  primarily developed 'o  attract  capital  inflow
from NRIs and that  is quite a good tactical move.  NRIs are quite familiar with
India, have emotional and other links with India and a strong desire to be fully
informed  about  Indian  developments  and  also  to  contribute  towards  her
development--particularly if that  is also profitable for them.  Further,  once these
instruments  become  established  and  well  known  as  a  result  of  NRIs
participation,  it  may  not be  difficult to  attract  other  foreign individuals  and
institutions  to invest in these instruments.
With the experience gaiiied so far, it may be desirable to offer these facilities
for investment  to all  foreign individuals  and  institutions.  In  this  effort, the
branches of foreign banks in India can be very useful.  They have been involved
in  attraeting  NRI investment  and  because of their  experience, familiarity  and
links  will the major financial centers,  *l-ey  are  in a  position to  induce foreign
investors other than NRIs to invest in India in the instruments  currently  aimed
at only the NRIs.
These  foreign  banks  have  been  useful  also  as  a  catalyst  in  generating
competitive impulses even in the segmented financial markets  of India.  Though
20. S.K.  Vergheo, "Development.  in International  Banking  and Prospects  of ILdian  Banks'
Oversew Business,"  Economic  and Political  Weskly,  Volume  23, Number 18,  (April 20, 1988).their business in India represents only about 3 percent of the total for the banking
system,  about  24 foreign banks  have  150 branches  and  are  quite  active in
introducing financial innovations.  The Standard Chartered  is proposing to staNt
a  stock broking firm; Grindlays  is  trying  to diversify and  enter  the fields of
venture capital fund, leasing and mutual fund; and Citibank has already started
a computer software subsidiary that  now ranks third  in the business of Indian
exports in this field.  The banks like the Citibank and the Hong Kong Bank have
introduced  innovations  like Automatic Teller  Machine and  electronic gadgets
that  enable  customers  to  perform  banking  business  around  the  clock.  The
Citibank has now set the pace in terms of showing whft a foreign bank can do in
the  field of retail  banking;  it  has  introduced  new ideas  relating  to  personal
loans,  service  on  telephone  ete.  The  Bank  of America  is  going  upmarket
offering the  services of personal banking  officers to clients  who are  known in
the business as high net-worth individuals.  As the Chairman of State  Bank of
India perceptively observed:  the new edge to the  competition from the foreign
banks  "has  made  us  less  compacent."21  It  has been a  wise decision of the
Indian authorities to let these foreign banks operate in India; they are a window
to  the  outside  world, an  instrument  for  adapting  foreign  innovations  to  the
Indian  environment and also for integrating  Indian markets  with the  markets
abroad.  They  have  provided  a  fresh  breeze  of  competition  in  the  highly
administered  system of Indian banking; their  presence is an  opportunity  that
can be exploited for forging vital 'inks with the international market.
The other link which needs to be established is with the Emerging Markets
Growth Fund (EMGF), sponsored by the International  Finance Corporation (IFC)
to  purchase  securitiez  of developing countries'  companies listed  on foreign as
well as  domestic stock exchanges.  The  EMGF is  investing in  nine  emerging
stock markets;  they include;  In Asia, --India, the Republic of Korea, Malaysia,
the  Philippines  and  Thailand;  and  in  Latin  America--Argentina, Brazil, Chile
and  Mexico.  Other  countries  currently  under  consideration  include Jordan,
Nepal and Turkey.22 The securities of companies, in which EMGF is interested
in investing in the domestic market, can be later on listed in the markets of the
major financial centers;  the  EMGF approval of such  securities would enhance
their attractiveness  to foreign investors in foreign markets.
Of course, it would be essential  to reduce the transaction cost to the foreign
investors  of dealing  in  securities  of Indian  firms  by  streamlining  legal  and
other  administrative  procedures.  The  attractiveness  of Indian  securities  for
foreign investors  can be  enhanced by deliberate  and  purposive elimination  of
transaction  costs  and  risk,  arising  from  the  functionless  political  and
bureaucratic  procedures or interventions, and reduction of other such costs and
risk  by innovative  ways of handling  such transactions  with  minimum delay,
and adequ&te  and  timely provision of required information.
Integration  and  Interest  Rate  Policy:  Integration  of  domestic  with  the
international  market implies that  interest rates in India should be related fairly
21  T.N.  Ninnan,  'Foreign  Banks  Profitable  Prewene,"  India Today,  Volumo  13,  Number  14,
(Jul  1641, 1988).
22*  "Foreign  Portfolo Investment  for Development:  An IPC Initiative,"  Finance  and
DAvulopmn,  Volume  23,  Number  2, (June, 1986).2,
closely to the interest  rates in the major financial centers.  Since, countries like
India  would like  to  stimulate  capital  inflows and  discourage capital  outflows,
domestic interest rates or yields, adjusted for expected exchange rate  changes, on
deposits and bonds should be higher than  those prevailing abroad; and  at  the
same time, to discourage excessive borrowing from abroad, the domestic interest
rates  or cost of borrowing should be lower than  the cost of borrowing abroad,
adjusted for expected exchange rate  changes.  Such interest  rate  policy can be
implemented only if there  are pressures  and incentives for the  domestic banks
and  financial  markets  to  improve  their  efficiency of operations  by  reducing
transaction costs for both lenders/investors and borrowers and an exchange rate
policy that  is  consistent  with  and  adequately  coordinated with  the  domestic
interest rate policies.
IV.  L  atlon  of the  Domestic  Flnandal  Markebt
For gaining access to the international  market as  well as for improving the
investment  and  productive  efficiency  in  India,  it  is  essential  to  reduce
transaction  costs and  risk,  relating to financial instruments,  through  financial
innovations  that  provide a  wider choice of instruments  to  savers/investors  as
well as borrowers.  For this purpose, there has to be freedom form functionless
legal  and  administrative  restrictions  on the  functioning of financial  markets
and  deliberate  creation  of  a  policy  environment  favourable  for  generating
competitive impulses and  for entrepreneurial  functioning.
Competitive Impulses:  The restrictions  on the  functional scope of financial
institutions  need  to  be  progressively  relaxed  for  creating  a  competitive
environment.  As is happening  in the  major financial  centers, the  commercial
banks should be permitted to engage in investment banking activities, which , as
emphasized  earlier,  are  essential  for  operating  in  the  international  market.
Several banks  have now entered  the field of merchant  banking, mutual  funds,
leasing,  housing  finance  etc.  and  they  need  to  extend  their  activities  to
investment  banking also.
The entry of commercial banks in  this field is essential for another  reason
also.  As  is  happening  in  the  international  market,  the  major  corporate
borrowers in  India too are increasingly relying on the  securitized markets  for
their  resources.  The banks are likely to lose this  profitable market  and if they
are to be financially viable, they need to diversify their  activities into fields like
investment banking that  make it possible for them to earn fees from domestic as
well as foreign clients.
Such competitive and  entrepreneurial  impulses cannot be generated  unless
the  top  management  of  financial  institutions  has  freedom  from  ad  hoc
interference  from  the  government  and  other  administrative  controls  and
restrictions  that  prevent  them  from operating  in  an  entrepreneuriWl manner.
The fixity of tenure,  at  least for five years, for the  top management  of these
institutions  is imperative  if they  are to  funetion as  innovative entrepreneurs.
Currently, the entrepreneurial  talents of the top management have scope only in
a  vertical  direction, that  is, in  accommodating the  whims and  caprices of the21
politicians  and  the  bureauEcrats rather  than  in  the  horizontal  direction  of
improving their services to their customers.  This has to change. 23
Strengthening  Money and  Capital Markets:  Several  measures  have  been
taken  recently  to  promote  and  strengthen  the  securities  markets  in  India.
Discount and  Finance House of India (DFHI) has  already started  it operations
relating  to  short-term  financial  instruments.  CrediL  Rating  Information
Services of India Ltd (CRISIL)  has oeen established to rate companies as well as
securities  listed in tL.e capital market.  A national market  has  effectively been
created by an  electronic link-up between five major stock exchanges in  India,
which  simultaneously  tranismits  price  information  and  other  data  to  all
exchanges.  The Stock Holding Corporation of India (SHCI) has been formed by
the financial institutions  in order to provide clearing house facilities to promote
speedier transfer  of securities; this  corporation acts as a central clearing agency
for registering of transfers  of securities and reduces considerably the timelag in
effecting transfers.  Securities  and Exchange Board of India  (SEBI) similar to
the Securities and Exchange Commission  of the U.S.A.  has been set up to promote
orderly and healthy  growth of the securities market.  All of these developments
seek to  attract  and  protect  investor  interest  by provision of better  and  fuller
information with  regard  to  the  companies, whose securities  are  listed  in  the
national  stock exchanges.
However,  unless  the  financial  institutions  are  permitted  to  operate  as
brokers, dealers, underwriters and  investors in the money and capital markets,
the growth and development of these markets may be inhibited.  Various types of
banks should be permitted to assume such functions.  In that case, it may become
possible to evolve a market in short-term instruments  by converting the present
intercorporate  deposits  into a  negotiable commercial paper,  making company
deposits into a tradeable certificate of deposit and bills of exchange into what are
known in the international market as WIFs. The markets for these instruments
and the tre"aury bills need to be integrated with the active participation in these
markets by the financial institutions  including UTI, Life Insurance Corporation
of India (LIC) and the Employees'  Provident Fund (EPF); for this to be possible,
restrictions  on their  investment portfolio need to be relaxed.  The commercial
and  development banks,  if they  assume  investment  banking  f-unctions, could
strengthen  these markets  in various ways.  These markets can also be widened
and deepened by securitizing dormant assets like house mortgages and the like.
The commercial and  development banks too can securitize some of their  assets
as a measure of raising more resources for their functioning.
The promotion or strengthening  of the market  for short-term  instrumants
through refinancing or rediscounting facilities with the  Reserve Bank of India
or Industrial  Development Bank of India is not an effective or efficient method
for the purpose; such facilities should be used sparingly and only as a last resort.
They become necessry  only when the financial markets  are fragmented along
with the interest rate structure because of administrative regulations.  The viable
method of strengthening  these markets is through an  appropriate interest  rate
policy.
23. V.V.  Bhott, "On  Restructuring  the Monetary  Sygsum"  Ewnornic  Gad  PoUtioat  Wely,
Volume  23,  Number  8, (March  19,  1988)Structure of Interest Rates:  The fragmentation  of financial  markets  has
arisen partly because of the irrationality in the administered structure of interest
rates.  This structure  does not reflect the differential transaction costs and risk
attached  to  various  instruments  and  this  gives  incorrect  signals  to
investors/savers,  lenders  and  borrowers  and  prevents  integration  of  the
financial  markets  as  well as  adaptation  of appropriate  financial  innovations.
The  lack  of integration  is  further  aggravated  through  fiscal  measures  like
exemption from tax on interest  income from some instruments.
This structure  hence needs to be rationalized.  It  may be necessary to have
some administered rates but they need to be flexible so as to reflect the changing
economic situation.  However, even to know the levels at  which such interest
rates  should be fixed and chaned  in the light of the developing situation,  it is
essential  to  have  market  determined  interest  rates,  particularly  related  to
negotiable tradeable instruments.  On this logic, interest  rates on bank  deposits
and  government securities  should be flexibly administered,  while the financial
markets  and instituti'.-  i  should be free to determine the other rates,  including
interest rates on loans.-
It  may be necessary t.- direct credit to certain so called priority sectors; but
these sectors, to be priority sectors, must be very few like small farmers, small
enterprises of all types and exports.  As is done currently, credit to these sectors
should be fixed as  some proportion of deposits; but  it  is not  necessary to  fix
adminiaMratively interest  rates  on advances  or loans.  Fixing both  price and
quantity  would affect the  viability of the banks  if they  strictly  adhere  to the
directives; if they do not, they will be induced to raise the cost of borrowing by
levying non-interest  charges to such borrowers, thus  adversely affecting the very
sectors that are given priority status.
Credit  allocation to such sectors through  directives without fixing interest
rates  on loan- would induce the banks to introduce such innovations as reduce
transaction  costs and risk to both lenders and borrowers and thus  improve the
effectiveness and efficiency of the banking system; at present,  there is no such
incentive and the financial viability of the banks is already undermined.
Exemption of interest  income on some instruments  from taxation  does not
appear  to  be  the  right  instrument  for raising  the  rate  of financial  saving; it
merely  provides  artificial  incentive  for  reallocating  saving  towards  favoured
instruments.  For stimulating  saving in terms  of financial  assets,  it  would be
much more effective to exempt net saving--that  is, increase in  financial assets
minus  change  in  financial  liabilities.-from taxation;  this  would raise  the  net
return  on  all  financial  instruments  and  discourage  consumption,  without
fragmentng  the  financial  markets.  Such  a  modified  expenditure  tax  can
replace seve.al separate taxes if the following  tax base is adopted:
(income from all sources + capital gains +  gifts received)-
f(incresse in financial assets  - change in fineacial  liabilities) + gifts
24  VV.  Bhatt,  ibid and V.V. Bhatt,  "Resource Mobilization in  Developing Countries:
Financial Institutions and Policies.' Ewaomio and Politc  W.ehy, Volume  21, Numbe  25
and 26, (Isue  21-28, 1986).given to others + expenditure on one house meant for one's own use]
Such  a  tax  would replace  several  separate  taxes  like  income tax,  capital
gains tax, gifts tax and inheritance tax, thus  simplifying the tax system, and at
the same time  stimulate financial saving. 25
Prudential  Regulation  and  Supervision:  Liberalizing  financial  markets
from functionless  administrative  controls, regulations  and  directives does not
mean that  there  should be no regulation and  supervision of these markets.  In
fact, financial markets  are fragile and susceptible to what Pigou calls errors of
optimism  and  pessimism  and  in  addition,  unsound  financial  practices--like
cheating, fraud  and  unwise hasty  ill-informed decisions--have large cumulative
and  self-reinforcing external  diseconomies as  they  affect the  entire  financial
system and through it the productive secwors.
For this  purpose, the institutional  infrastructure  is already  in place.  The
Reserve Bank of India has this  responsibility vis-&-vis  the banking system; the
Industrial  Development Bank vis-&-vis  the  development banks;  and  the newly
created Securities and Exchange Board of India vis-&-vis  the securities markets.
These institutions need to be strengthened in the light of the emerging needs that
may arise as a result of liberalization.
V.  Conluding  Observations
The  international  capital  market  as  it  has  been  evolving provides  an
opportunity for developing countries  like India to  attract  the required  capital
inflow  for  accelerating  their  pace  of  development,  manage  their  foreign
exchange assets and liabilities to their advantage and devalop export capabilities
in the fie!d of financial services.  Active participation in this market  would not
only improve their  access to the market but  also indicate the institutional  and
policy  framework  essential  for  developing  effective  and  efficient  domestic
financial  markets.  Of course,  since  participation  does imply  a  progressive
integration  of domestic markets  with the  international  market,  it would make
the domestic markets  vulnerable to the vicissitudes of the international  market.
But as the Chinese say:  by opening your windows you of course get flies along
with fresh air; but if you don't open the windows,  you will not get flies but at the
same time, no fresh air either.
The possibilities of such participation  would be enhanced if the  developing
countries like India  take  a  constructive stand  with  regard to the  multilateral
5. V.V.  Bhatt, Deudopment  Perpectiue,  (Oxford: Pergamon  Press, 1980)  Chapter 15.negotiations in  respect  of trade  in  services under  the  Uruguay  Round.  Such
active participation in  negotiations would result  into multilateral  rules  in  the
sphere of trade in services and safeguards for the developing countries, subject of
course to eventual and negotiated erosion with 'graduation," perhaps even slower
paced then as now discussed for goods. 26
This  would open  out  opportunities  for  export  of services  like  financial
services and  computer  software,  that  are  skill intensive  and  with  regard  to
which countries  like  India  have  a  potential  dynamic comparative  advantage;
further,  the  increased  competition  would also  tend  to  improve  the  domestic
financial system, thus  stimulating  greater  productive and investment efficiency
in the productive sectors.
Confrontation  and  rhetoric  for  special  and  differential  treatment  in  the
matter  of trade  as  well as  trade  in  services or for an  international  economic
order arouse only hostility and are self-defeating.  In fact as it has happened in
the area  of trade  in goods, that  would give greater  discretionary powers to the
administrative  authorities  in  the  developed countries;  without an  agreed and
negotiated system of multilateral  rules, the international  system would provide
opportunities for governments of the economically  strong countries to dominate
in one way or another (witness the Voluntary Export Restrictions-VERs-,  and
Voluntary Import Expansions-VIEs)  the weaker ones. 27 It is to the advantage
of  the  developing  countries  to  have  an  international  system  based  on
multilateral rules rather  than political and economic  power.  And to have such a
rule based  system, it  is essential-nay  , vital-for  the developing countries to
participate  actively and  intelligently  in the  negotiations for trade  in goods as
well as  trade  in  services.  Intelligent  participation  in  negotiations would also
indicate to the developing countries the areas in which the domestic institutional
and  policy  framework  needs  change  and  improvement.  Hostility  and
26. Jagdluh  N. Bhagwa,-Trad  in Srvice  and The  Multilateral  Trad Negotiations."  e
World  Bnk  Economu Reuiew. Volume  1, Number  4 (September,  1987),  p. 56748.
27. ibid  and lam M.  Littl, Economic  Deuelopnent  (New  York. Basic  Books  Inc. 1982)  pp.
374375.:
confrontation  are  possible  with  ignorance;  cooperative  ventures  require
intelligence  and  diligence.Stasical  A
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Table  I.  Balance of Payments:  Current  Account Surplus
(millions  of dollars)
1970  1988
Industrial Market Economies
Spain  79  4,102
Italy  902  3,961
Belgium  717  3.586
Netherlands  -483  4.686
Germany,  Fed.  Rep  853  37.357
Japan  1.980  85,831
Sweden  -265  3,795
Switzerland  72  4,525
United States  2,330  -141.460
United  Kingdom  1,913  .1,392
High Income Oil Exponters
Kuwait  853  6,160
United  Arab  Emirates  75  6.486
Libya  645  1,890
Saudi  Arabia  71  .10,360
Other Countries
Taiwan,  China  1  16.217
Portugal  .158  1,121
Yugoslavia  -372  1,097
Israel  -562  1,262
Hong  Kong  225  1,552
Singepore  -572  478
Korea,  Rep  of  -623  4,617
Soah Arica  -1,215  3,125
Romania  - 1,489
Iraq  105
Peru  202  .1,055
Source: World Development  Report ;88;  World Bank,
Washington, D.C.,  June  1988.Table  II.  Balance of Payments:  Current  Account Surplus  and Deficit
(millions  of dollars)
1970  1986
S  D  NS  S  D  NS
Industrial  Market  Economies  10.8  3.2  7.5  147.8  170.6  -22.7
High Income  Oil  Exporters  1.6  - 1.6  14.3  10.3  3.9
Subtotal  12.4  3.2  9.2  162.1  181.0  -18.9
Other  Countrbs  (as  in  Statement  1)  0.5  3.5  -3.0  31.0  1.0  30.0
Total  12.9  6.7  6.2  193.2  182.0  11.2
Source:  Same  as in Statement  I
Note:  S = Surplus
D = Deficit
NS = Net Surplus29
Table  m.  Gross Domestic Investment,  Gross Domestic Saving  And Resource Balance
(Percentage  of  GDP)
Gross  Domestic  Investment  Gross  Domestic  Saving  Resource  Balance
1965  1986  1965  1986  1965  1986
Developing  Economies  21  24  20  24  -1  -
Oil  Exporters  19  23  21  22  2  -1
Exporters  of Manufactures  23  29  22  29  -1  -
Highly  Indebted  Countries  21  19  23  22  2  3
Sub-Saharan  Afica  15  14  15  11  - -3
India  18  23  16  21  .2  .2
China  25  39  25  36  -3
Industrial  Market  Economies  23  21  23  21
Germany,  Fed.  Rep.  28  19  29  24  1  5
Japan  32  28  33  32  1  4
United  States  20  18  21  15  1  -3
United  KGngdom  20  18  19  18  -1  -
Source:  World Development  Report 1988;  World Bank, Washington, D.C.,  June  1988.3)
Table  IV.  International  Banking And Capital  Market  Flows
(billions of dollars)
Items  1976  1980  1984  1987
International  Bond  Issues  25.1  35.3  108.1  n.a.
Syndicaated  Bank  Loans  27.5  82.9  36.6  255.0
Note Issuance  Facilities  - - 18.9  n.a.
Total  52.6  118.2  163.6  315.0
As a percent  of World Exports  5.7  6.3  9.3  n.a.
Source: For 1976 to 1984,  Alexandre Lamsalussy,  Structural Changes in
the International  Financial Markets, International Journal  of
Development Banking, Volume  4, Number 1 (January, 1986); for other
years, World Bank Estimates based on Bank of International
Settlements (BIS)  data.Table V. External Public Debt and Debt Sernce Ratios.
External  Public  Debt  Debt  Servie  Debt Service
(%  of GNP)  (%  of GNP)  (%  of Exports  of Goods  and  Service)
1970  1986  1970  1986  1970  1986
Developing  Economies  13.1  35.5  1.5  4.4  10.1  20.0
Oil Exporters  12.2  47.6  1.7  6.2  12.0  30.5
Exporters  of Manufactures  n.a.  22.7  n.a.  3.1  n.a.  14.0
Highly  Indebted  Countris  10.2  45.8  1.6  5.0  12.4  29.5
Sub-Saharan  Africa  13.1  57.4  1.1  4.3  5.3  19.3
India  15.0  14.0  1.0  1.2  25.8  17.9
Including  Private  Debt  15.2  15.1  1.1  1.6  27.3  24.6
China  n.a.  6.3  n.s.  0.9  n.a.  7.8
Source:  World Development  Report  1988; World Bank,  Washington,  D.C., June  1988.Table VI.  Gross Domestic Product  (Average Amnual Growth Rate, percent).
1965.80  1980-8  19U6  1987  1988
Devoping  Economies  6.1  3.8  n.a.  4.5  4.5
Oil Exporters  7.1  1.7  0.4  0.6  2.0
Exporters of  Manufacturos  6.6  6.2  7.4  6.3  5.8
Highly Indobted Countries  6.6  0.7  3.4  1.6  2.2
Sub-Saharan Africa  5.6  0.0  2.0  -1.5  2.8
India  3.7  I  4.9  4.9  1.8  7.2
China  6.4  10.5  7.9  9.4  7.6
Industial  Maket Economics  3.6  2.5  n.a.  3.2  3.5
Source:  World Development  Report 1988; World Bank, Washington, D.C., June  1988 for 1965-
80 and 1980-86;  for 1986, 1987  and 1988,  World Bank Estimates.33
Table VEL India:  External  Debt(millions of dollars)
Debt  Outstanding  and Disbursed  Disbursements  Principal  Repayments  Interest  Payms
1976-77  1986-87  1976-77 1986-87  1976-77  1986-87  1976-77 1986-87
C  dme  aObw  Of  12.486  23,219  1,374  1,861  342  756  211  348
1DA  3,333  10.529  533  714  9  61  21  90
gm  240  173  3  - 33  13  16  11
?Jon-Cionssbalof,*kh  796  8.694  164  1,781  154  825  52  766
gmBRD  216  2,494  73  641  24  139  15  284
Bilut"aLONS  288  1.185  33  111  63  138  18  106
COMmec_l  Louis  293  5.014  58  1.029  68  548  18  375
Plva  bN.gum'nt  295  2.598  61  849  62  773  19  244
Tca  (udkt  gF)  13.577  34.511  1,600  4,491  559  2,354  282  1.358
Source:  India:  Recent  Developments  and  Medium-  Term  Issues,  Vol 11;  World  Bank,  Washington  D.C.  April  27,
8; pp.  48-5L3'
Table VL  INDIA:  Balce  of Payments: 1987-88  to 1990-91  (millions  of
dollars at current  prices)
1987-88  1988-89  1989-90  1990-91
A.  Exports  of  Goods  and
Non-Factor  Services  16.954  18,859  20,740  21,719
B.  Imports  of Goods
and  Non-Factor  Services  -21.848  -24,296  -26,267  *27,804
G.  Resource  Balance  -4,895  -5.437  -5,518  -6,086
D.  Net  Factor  Income  and
Net  Current  Transfers
(excluding  interest  payments)  827  2,450  2,430  2.505
E.  Current  Balance
(excluding  interest  payments)  -3,968  -2,987  -3,088  -3,581
F.  Eaa%o#GDP
at  marketprices  1.56  1.02  0.96  1.00
G3. IntereSt  Payments  -1.652  -1,670  -1,712  -1.820
H.  Repayment  of  Loans  -3.358  -3,474  -3,403  -3,195
1.  G+HHsa%ofGDP
at  market  pdrces  1.97  1.78  1  .6C  1.40
Total  gross  Cat  Inflow
(E+G+H)  8,978  8.131  8,203  8,596
Total  grss  Capital  hiflow
fGDP  (Fi+)  3.53  2.78  2.56  2.40
End-yew  Rosrves
(Excluding  Gold)  6,354  6,095  7.091  8,237
Source: India:  Recent Development. and Medium- Terra Issues, Vol II; World
Bank,  Washington  D.C.  April  27, 1988;  pp. 48451.35
Table  IEL Bank wise and country-wise break-up of overseas branches of Indian Banks
Bank  ot  Bank  of  Bhart Overseas Canara lndan  hdian  Oversea  statse  B  Syndicate
Couraiy  Baroda  hida  BUd  Li  Bank  Bank  Bank  Of  a  Bdi  a  Bs  Uoo  Told
Bangch  - - - - - - 1  -I-
Bdui  1  - - - - - 1  - - 2
Bohrein  1  - - - - - 1  - - 2
Begium  1  - - - - - 1  - - 2
caymn  - 1  - - - - - - 2
Chmll  bds  - 1  - - - - - - - 1
F  Islans  11  - - - - - - - - 11
France  - 1  - - - - 1  - - 2
-up  1  - - - - - - - - 1
Fedl  Rxbc  of  Gmany  - - - - - - 1  - --  1
Hm  Ko  - 2  - - 6  1  - 2  11
JqawM  - 2  - - - - 2  - - 4
Kenya  7  2  - - - - - - - 9
Mal  hWands  - - - --  - 1  - -
Maurltus  6  - - - - - - - - 6
OnM  3  - - - - - - - - 3
pow.  - - - --  - 1  - - 1
Seychelles  1  - - - - - - - - I
South Kam  - - - - - 1  - - - 1
SriLanka  - - 2  3  1  - - 6
Singapore  - 1  - - 1  1  1  - 3  7
Thaibnd  - - - - - I
Unitd  Arab Emlrats  6  - - - - - - - - 6
UnitedKingdom  11  13  - 1  - - 5  1  2  33
Untted  Stes  of Amerca  1  2  - - - - 4  - - 7
Total  60  25  1  - 3  11  23  1  7  122
Notes:  (1)  Includes  8 off-shore banking  units  in  Bahmas,  Bahrain,  Cayman Islands,  Channel  Ilands  and  Singapore.
(2) As at end-December  1997.
Source:  Reserve Bank  of India.N
Table IL Country-wise  distribution of Indian Banks Overseu
3nrchcs  Banking  Subsidlaies
Conventional  Ofthor  Banking  WhoNy Majrity  Affiliates  Representative
Countrv  Units  Owned Owred  Offices
Australia  - - - - - 1
Bangladeh  I  -
Bahamas  - 2  - - - _
Bahraln  - 2
Belgium  2  - - - - -
Bhutan  - _  _  _
Canada  -
Cayman hlands  - 2
Channel  Islands  - 1  - - - I
Egypt  - - - - - 1
Fijl  Islands  11  -
France  2  -
Guyana  1  -
Federal Republic of Germany  I  -
HongKong  I  - 3
Indonesia  - - - - - 3
Iran  - - - - - 1
Italy  - - - - - 1
Japan  4  - - - - -
Kenya  9  - - -
Malaysia  - - - - 1
Maldive Islands  I  - - - - -
Mauritius  6  - - - - -
Nigeria  - - - - 2  -
Oman  3  - -
Panawna  I  -
Seychelles  I  -
South  Kora  1  -
Sri  Lanka  6  -
Singaporo  6  1
Thailand  I  -
United Arab  Emirates  6  -
Untd  K1npdom  33  -
Unlted  St  of America  7  - 1  - - 1
Uo  ~  ~~-  - _  1  _-
U99  ~-  - - - - 1
Zimbaw  - - - - - 1
Total  114  8  6  2  4  10
Note.  as at end December  1987.
Source: Reserv  Bank af Intia.PPR  Working  Par  Series
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